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college or school of accountancy registered
by the New York State Education Department
as maintaining a satisfactory standard. Also
prior to the beginning of his course of study
in accounting, the student must have satis
factorily completed a four-year high school
course approved for this purpose. A number of
colleges in various parts of the country out
side the State of New York have registered
their accounting programs with the New York
State Education Department. In this case, the
education of the entrants to the public account
ing profession is controlled not by the profes
sion per se, but by the New York State Edu
cation Department.
M.E.B.

“The Evolution of CPA Ethics,” Darwin J.
Casler, Occasional Paper No. 12, Bureau of
Business and Economic Research of the Grad
uate School of Business Administration, Mich
igan State University, 1964.

“Fraud in the Balance Sheet,” Sidney I. Simon,
The Accounting, Review, April 1965, Volume
XL, Number 2

The book is a study of the public accounting
profession with special emphasis on professional
ethics. The rules of ethics have been grouped
under the headings of integrity, professional
standards and responsibility, and professional
attitude. Mr. Casler has traced in great detail
the paths that the various articles in the present
code of ethics of the American Institute of
Certified Public Accountants have taken in
achieving their present form.
In discussing the purpose of the study, the
author mentions that he has been plagued by
the question, “Is this occupation a profession?”
His conclusion is that although the public ac
counting profession has made considerable
progress toward professional status, there are
several signs which suggest the possibility of
regression. The author seems to be disturbed
by the fact that public accountants are per
forming management services. He feels that
fundamental differences between the audits by
sole practitioners and those by large firms prob
ably cause the formation of groups with diver
gent interests, and that progress toward pro
fessional status has probably been retarded
because the profession has not been able to
induce the proper individual sense of unity and
personal commitment to the welfare of the
group.
Mr. Casler states that one of the problems in
the public accounting profession is that the
profession does not control the education of
its entrants. While this is largely true, it is also
true that in the State of New York, for example,
accounting students who desire to become cer
tified public accountants in that state must
satisfactorily complete the course of study in a

The author summarizes, leading legal de
cisions concerned with the use of accounting
statements to commit business deceit. The pur
pose of this well-documented article is an at
tempt to learn what has been the attitude of
American justice towards the concepts, prin
ciples, and practices of accounting in cases
involving fraud in the balance sheet. The em
phasis is not on the liability of the accountant
for failure to discover fraud.
Cost and Value. Judges have had varying
opinions regarding valuation of assets. Report
ing inventory at cost when the value had de
creased enormously was fraudulent; inventories
not reduced for shelfworn and out-of-style
goods can amount to fraud; and inventories
stated at amounts clearly designated as cost
although market values were lower were not
held fraudulent but the court said it was a bad
accounting practice. In a case where assets
were valued at cost rather than at a higher
market value, the judge stated that there was
not fraud but that there might have been if
the corporate directors had known the items
to be grossly undervalued.
Cash. Most cases involve “window-dressing.”
Including a trust fund as part of cash, without
further explanation, “could give a false im
pression” while another held that showing a
certificate of deposit, not available for ready
use, as “cash on hand and in banks” was a
false statement. Also assigning notes receiv
able for cash just before the date of the state
ment with the understanding that the cash
would be returned shortly thereafter was fraud
ulent window-dressing.
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capital must indeed be paid in and have held
that dividends paid from it, giving the impres
sion of “from profits,” can be fraud and deceit.
The Securities and Exchange Commission has
ruled that the creation of a capital surplus by
donation back to the corporation of stock paid
for leaseholds was in itself misrepresentation.
An application of the realization concept in ac
counting is found in a court case in which the
increase in value of cattle not realized by ac
tual sale was ruled not a proper item to be
taken into consideration in determining the
actual surplus of a going concern and thus was
a misrepresentation of surplus.
This study of the legal interpretations of
fraud does shed some light on the relative
knowledge and acceptance of accounting con
cepts by the courts.
C.G.F.
Fundamental Differences
(continued from page 8)
in Italy a special law was passed to permit the
recognition of these secret reserves without
the incurrence of a tax liability.
The use of free reserves is also very wide
spread in continental Europe. The appropri
ations to these reserves are usually shown on
the income statement and calculated in such a
way that the remaining net income exactly
equals the amount of dividends to be distrib
uted and no earned surplus remains. An analysis
of the 1964 financial statements of seven Ger
man companies revealed that, on the average,
the legal reserves amounted to over fifty per
cent of invested capital although the legal re
quirement is only ten per cent; other reserves
for contingencies almost equaled the invested
capital; and earned surplus was less than one
per cent of capital. Volkswagen, probably the
best-known German company, had, for ex
ample, a capital account of $150 million, a legal
reserve of $15 million, a reserve for contingen
cies of $175 million, and a reserve for unknown
liabilities of over $100 million. The earned sur
plus account contains all of $70,000 after the
year’s dividends were paid!

Receivables. Listing notes and accounts re
ceivable as secured assets when they were not
secured would be fraud in the opinion of a
court, if deliberately done, but not if done by
mistake. Failure to show that notes listed as
assets were those of a subsidiary or affiliated
company may constitute fraud. There is a dif
ference of judicial opinion regarding failure to
disclose that assets were pledged or assigned.
Allowance for Doubtful Accounts. The courts
believe generally that an adequate allowance
for doubtful accounts is necessary in the val
uation of receivables.
Inventories. A judge said that the asset
“merchandise” is limited to subjects of com
merce, goods, wares, commodities having “sen
sible intrinsic value,” or tangible property
which may be the subject of sale thus ruling
against including a patent right as merchandise.
Plant Assets. Fixed assets in a statement
with no allowance for depreciation has been
held to be fraud. In one interesting case where
assets were shown at original cost and allow
ance for depreciation was shown under liabil
ities as a “reserve,” the balance sheet was held
to be fraudulent.
Other Assets. The courts are not sympathetic
to showing as assets some kinds of prepaid ex
penses or the capitalization of certain expendi
tures. A court has said that installation and
freight charges were part of machinery but
should not have been shown separately. It has
been held that goodwill on the balance sheet
was not fraudulent, but that organization and
promotion expenditures could not be shown as
an asset in order to increase book value of
shares of stock sold.
Liabilities. Failure to include various liabil
ities is fraud according to a number of de
cisions. Several have stated that omitting ac
counts payable is not made less fraudulent by
omitting the asset which gave rise to the debt.
Omission of notes payable because defendant
thought the holder would not press payment
and would accept stock in payment was held
fraudulent. Failure to mention judgments was
said to be misrepresentation; also omission to
mention liability for rental under a lease was
declared a material misstatement. According to
the courts, interest on notes payable should be
computed and shown as accrued liability and
accrued liability for taxes must be shown to
reflect correctly its financial situation.
Contingent Liabilities. The law is confusing
as to their inclusion in financial statements. The
United States Supreme Court has held that a
bank must show a liability on its statement
where it had guaranteed payment of a note at
maturity.
Stockholders’ Equity. Legal cases do not al
ways agree with accounting principles in this
area. The courts tend to believe that paid-in

Foreign Investment
Besides the Industrial Revolution the major
economic developments with far-reaching con
sequences for accounting have been colonialism
in earlier centuries and foreign aid and expan
sion in this century. These activities, though ac
tivated by different motives, have one thing in
common: they result in investments abroad.
It is understandable that an investor wants to
know what is happening to his money. Since he
is usually familiar with the accounting prin
ciples and practices in his country, he desires
to have his foreign investments accounted for
in the same way. The United States, which was
(continued to page 11)
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